Summary
The Bulgarian Economy in Early 2008

Business climate in Bulgaria remains favorable and its dynamics continues upward 

Business’ perceptions of the current economic situation remain favorable. The April value of the ESTAT Index of Business Climate is the second highest in absolute terms (after July 2008 value) in the whole Index history and indicates a restored upward trend. Detailed survey data give us grounds to expect a new historical maximum, possibly in the July 2008 survey. NSI’s business surveys confirm the favorable business climate in Bulgaria, registering persisting high sectoral economic activity – in industry, construction and services.

Short-term data since year start give us grounds to expect higher total economic growth in 2008 Q1 against a year back when it stood at 5.5 per cent.  

2007 total economic growth is higher than the understated estimates at year end. 
Preliminary estimates indicate very good dynamics in industry and services (growth in value added at 14 and 7.5 per cent year-on-year, respectively) which offsets deterioration in agriculture. 2007 real GDP growth stands at 6.2 per cent against 6.3 per cent in 2006. The slight slowdown compared to a year back is accounted for by drop in growth to 4.9 per cent in Q3 (against growth of 7.1 per cent a year back)
. 
On the supply side, 2007 growth on the previous year is formed by unprecedented decrease of value added in agriculture (down almost 30 per cent against 1 per cent deterioration in 2006) but almost twice accelerated growth in industry and a persisting level of growth in services. 
On the demand side, GDP dynamics is depended by high growth in internal demand, which in 2007 was accounted for by accelerated growth in investments and delayed growth in household consumption. 
In 2007, investment in equity is the main contributor (by 5.6 percentage points) of total economic growth on the total demand side, contrary to 2006 when growth was dictated by individual consumption (6.7 percentage points). 2007 real growth in investment moves up to 21.7 per cent against 14.7 per cent in 2006 and growth in consumption slows down to 4.9 per cent (against 7.3 per cent in 2006).

In 2008, we expect more moderate growth in internal demand and persisting high growth in supply. Economic growth may be boosted also by better performance of agriculture against 2007. 

In 2008 Q1, we expect higher total economic growth against a year back, at about 6 per cent. Considering volatile international financial markets and delayed global growth in 2008, we expect total economic growth at slightly above 6 per cent, i.e., persisting at about 2007 levels. Growth could be higher, provided that expected good yields in agriculture become a fact.  
Current account deficit continues upward, depended by foreign capital and strong internal demand
In 2007, the current account deficit increases to 21.5 per cent of GDP. Direct investments to Bulgaria cover the deficit at 98.2 per cent, down from 132.7 per cent in 2006. Widening balance of trade deficit (by EUR 1795 m) is the only contributor of current account deficit deterioration (by EUR 1730 m). Decreased positive balance of current transfers has negative contribution while improved net income deficit and persisting positive balance of services have positive contribution. Higher balance of trade deficit is accounted for by strong internal investment and consumer demand, and decreased net transfers are depended mainly by country’s contribution to the EU budget. Most contributive of an improved balance of services are exports of tourist services which move up by 10.9 per cent.  

In the first two months of 2008, the current account deficit moves slightly up on a year-on-year basis but its share in GDP remains at 3.9 per cent. Deterioration by EUR 179 m is accounted for by widening balance of trade deficit (EUR 154 m up) and higher services deficit, as well as by deteriorated balance of current transfers. In the first two months, only net incomes have positive contribution. Over these two months, the inflow of foreign direct investment covers the current account deficit at 33.5 per cent, close to the value for the same period of 2007 (33.7 per cent).

In 2008, the negative effect of strong internal demand on the current account size will persist and we expect its share in GDP to move up to about 22 per cent. 


Foreign trade is stable and accelerates
For the time being, expected slowdown of global economic growth and global trade as a result of the general financial crisis do not have a negative effect on trade and the inflow of foreign investment. 
Foreign trade is stable and continues at accelerated pace – in the first two months of 2008, growth in trade in value terms stands at 30.8 per cent year-on-year (against 11.1 per cent in 2007). 
Growth in exports is higher than growth in imports, but the balance of trade deficit continues upward to EUR 1.2 b (FOB/FOB). However, its share in GDP remains at about early 2007 level (3.7 per cent). 
The balance of trade deficit still excites apprehensions of financial crisis spill over and of possible unfavorable effect on trade and on the inflow of capital.  The slowdown of growth in the big European economies - major trade partners of Bulgaria - is not expected to cause significant decrease in consumption. Besides, Bulgarian export products target lower-cost market segments which are less affected by the slowdown.

Inflow of foreign direct investment increases
Despite all fears of outflow of investment from Bulgaria, there is actually inflow of foreign direct investment at EUR 432.3, up 15.3 per cent year-on-year. This indicates that Bulgaria could benefit from the present financial crisis – many companies and investors seek to redirect their capital from the problem-generating Western markets to growth markets like the Bulgarian one. Everything will depend on whether the country will remain an attractive place for investment underpinned by existing internal factors – persisting lower production costs, continuing financial stability, improving business environment, economic growth potential, need of modernization, planned big infrastructure projects. 
At the least, the inflow of foreign direct investment could be expected to remain stable at EUR 6-6.5 b in 2008 (against EUR 6.1 b in 2007). 
Bulgaria’s deteriorating image, political scandals and continuous infusions by international financial and rating institutions that the country is highly vulnerable to the global financial crisis threaten the inflow of foreign investment. Arguments in this line of thought are underpinned by favoring one side of the investment inflow–current account balance dependency – deficit growth as a result of the higher inflow of capital.

In early 2008, consumer prices move up
In early 2008, higher growth of consumer prices on a monthly basis against the first months of the previous three years is depended mostly by a continuing, although slower, increase of consumer prices of foods. Foods account for the highest share (36.7 per cent) in the consumer basket and with 1 per cent increase of their prices in March they contribute 0.37 percentage points to March inflation which is 0.8 per cent. The food prices upswing, observed since mid-2007 and continuing, though at a slower pace, is explainable first by the rising prices of plant-growing products (mostly grain and oil-bearing products) on the international markets and second – by the internal market situation. 
The past 2007 is characterized by exceptionally poor yields in agriculture. Economic accounts for agriculture show that in real terms plant-growing products stand at 65 per cent of the 2006 level and the prices of these products have moved up by 33 per cent. A notably shrinking supply of Bulgarian plant-growing products is the first additional internal factor contributing even in March 2008 for the rise of consumer prices of foods and pushing up total inflation. 
In the agriculture – end user price chain we need to take into account also the upswing of domestic producer prices of foods and drinks observed since mid-2007. In March 2008, the monthly increase of these prices stands 1.1 per cent, continuing (since August 2007) at over 20 per cent up on the respective month of last year.

The inflation profile in the past few months in itself does not give grounds for concerns about possible slowdown of economic growth in a mid-term perspective. The high contribution of foods to inflation can be expected to take a further downward trend and we assume that new yields will be better against last year, contributing for higher supply and lower prices. 
NSI’s April 2008 business surveys do not highlight inflationary pressure expectations at least till mid-2008. The better part of the industrial enterprises (79.2 per cent) expect their sale prices to remain unchanged and only 20.1 per cent expect them to move up in the next three months. In the past six months, a relatively stable (but not prevailing) share of enterprises in construction (over one-third) intends to increase sale prices in the sector. 
Retail traders are closest to end users – since June 2007 NSI’s business surveys highlight higher retailers’ expectations about sale prices in the sector and in April 2008 the share of those who expect prices to move up stands at 34.9 per cent. In other services, two-thirds of enterprises expect prices to remain unchanged over the next three months. 
In respect of consumers’ perceptions of “inflation in the next twelve months”, NSI’s latest April survey reports a shift of consumers’ opinions about the increase of prices from “at a higher pace” to “at the same pace”.
New generated inflation will not be high and we can expect deflation, possibly in May, June and August 2008. Till mid-2008, however, increase of consumer prices against the respective months of 2007 will remain at two-digit levels because of the low base (March on March increase is 14.2 per cent) In the second half of 2008, we expect inflation to drop to about 6-7 per cent of accumulated inflation at year-end (December on December). In 2008, however, pro-inflationary surprises can be expected along the lines of international oil prices. Possible good yields could contribute for some decrease of prices of plant-growing products and of related productions and services.


Employment increases, unemployment decreases, real incomes move up
According to labor force survey data, in 2007, total number of employed persons in the economy stands at 3 252.6 thousand people (4.6 per cent up on 2006). Total number of unemployed persons decreases from 305.7 thousand to 240.2 thousand people, and the unemployment coefficient moves down from 9 to 6.9 per cent (share of unemployed persons in the economically active population aged 15+). Registered unemployment continues downward at a high pace. In May 2007, the registered unemployment coefficient dropped for the first time below 8 per cent of the economically active population and from September till year end it remained at levels even below 7 per cent. In March 2008, registered unemployment stands at 6.79 per cent.

The purchasing power of households is improving. Over the past 10 – 12 years, incomes of households maintain a permanent upward trend in nominal and real terms. In the period 1999 – 2007, total average per household member income moves up from BGN 1 502 to BGN 3 105, registering almost double improvement. In the same period, real average per household member income also increases by 24.3 per cent. In 2007, real average per household member income reaches and even exceeds for the first time the 1995 level (by 2 per cent). It increases on 2006 by 7.7 per cent. The share of wages moves up (from 41.4 to 47.7 per cent of total average per household member income in the period 1999-2007). Real growth in incomes from wages stands at 41.7 and is accounted for by growth in employment and a higher retirement age. Growth is 11.9 per cent against 2006. Real growth in incomes from pensions is higher (54.8 per cent over the period). It reflects pensions update, as well as annual growth in the number of pensioners and the low basic levels of incomes from pensions. Real growth of income from pensions is 5 per cent on 2006. 

Improved purchasing power of households is accounted for by increased share of incomes from wages, as well as by a notably decreased share of income from household economy – down from 17.7 to 8 per cent over the period 1999-2007. 


In April 2008, the ESTAT Index of Business Climate restores its upward trend
The Index value reported in April is 10.11 – second high in absolute terms in the whole 6-year Index history. In technical analysis terms, it is positioned in the main upward trend channel. We have every reason to expect a new historical peak, possibly in the coming July 2008 survey. 

The present ESTAT Index value registers improvement of all three index components, which is most notable in the investment attitudes indicator – its value of 31.78 is the highest registered over the past four years. Assessment of the business environment is second in terms of absolute value improvement. Most insignificant is improvement in the condition of companies. 

The slowdown of improvement in the condition of companies results in a historical bottom value of this indicator in the present survey. We register a very high share (23 per cent) of companies whose managers report deterioration of their business in 2008 Q1. The last higher value of this indicator was registered in 2004 Q1. Assessments of company resources improve to above January 2008 values. Only the “securities” resource registers some deterioration. Impressive is the improvement in assessments of the use of computers and software and of Internet access. They reach peak values for the whole survey period, of 4.99 and 5.37 respectively. We register again a declining share of companies which do not have Internet access – down to only 8.6. For the first time we register zero share of managers who report that they do not have financial resources. This indicates possible financial stabilization of the real sector. Satisfaction with the technological level and production capacity of machines and equipment in operation continues downward – a trend observed since early 2007. This is an indirect indicator of slowdown of technological renovation in enterprises, or, at the least, of lagging behind business sector needs. The ratio of “prosperous” to “sinking” companies moves in a relatively favorable direction (26:1 per cent). It is a direct indicator of stable development of companies. An upswinging positive share and a dropping negative share are attributable to a higher number of entrepreneurs who expect their business to improve in a short term perspective.  

The investment attitudes component registers a peak value for the whole Index history. The tendency to plan strategically and build up long-term partnerships enhances. The share of companies seeing their future in building strategic partnership relations stands at 70 per cent.  With the share of managers who can easily find the personnel they need persisting at a record-low level of 27 per cent in mid-2007 and the human resource crisis registering a new “bottom” level  in January 2008, now the indicator registers positive answers of one-fourth of the managers in the sample. Most serious is the personnel crisis for enterprises in mining and quarrying, transport and communications, as well as in manufacturing. Less difficulties in finding workers and employees report managers in tourism, agriculture and financial services. 
The “environment assessment” component of the Index of business climate improves by a little more than two points on January 2008 to -17.39. Its negative value indicates again that entrepreneurs are highly critical of the conditions for doing business in Bulgaria. Managers’ tolerance to the government and the administration continues downward. The negative attitude to government’s legislative initiative builds up. Corruption provides serious reasons to level criticism at the administration. The present survey registers a new negative record – the lowest share (5 per cent) of those sharing the opinion that competitions and procedures under the Public Procurement Act are transparent and fair. Legislators also put serious barriers to entrepreneurs by frequently amending legislation. For the first time in the past 30 months, the share of supporters of the above opinion equals the negative values registered at end of 2005. The survey shows that the undeniable positive effects of parliament’s and government’s work are observed in the area of tax legislation. Lower profit tax rates do not result only in higher business’ satisfaction. The cumulative effect is that a notable number of companies are going out of the grey economy. 


Good enterprise policy remains wishful thinking
 In early 2008, the government continued its efforts, mainly at discussion and documentary level, to improve the economic environment and the conditions for starting a business, as well as to facilitate the administrative regimes and procedures. Towards lower administrative burden for the business, the Council of Ministers developed and approved a Program for Better Regulation, which identifies government’s actions in the period 2008-2009. However, a lot of the measures are deferred as their implementation is scheduled to start in the next year. At this stage, the initial step towards lower administrative barriers is the decision to eliminate and facilitate some regimes.

Of key importance for accelerating the start up of new business is the launched electronic commercial register – an event long prepared and expected by Bulgarian business circles. As register’s launch was accompanied by a lot of problems, a number of proposals for changes and improvements to its operation have been made. Electronic registration, which saves a lot of time and avoids unnecessary tension, is encouraged.

Exports promotion remains a government priority. In that light, in March the National Assembly passed on first reading the bill on transformation of Encouragement Bank into Bulgarian Development Bank. Bank’s objectives are to promote and develop the general economic, export and technological potential of small and medium-sized enterprises. Attainment of these objectives seems questionable.
There is lack of clear government policy for promotion of innovative development in Bulgaria. Two new schemes are scheduled for launching in 2008 within the National Innovation Fund. Under the first one, science institutes and higher education institutions will provide technical and technological services to small and medium-sized enterprises which will be paid for by the State. The Fund will finance also another scheme – national competition of technology companies of tertiary education students. However, these are piecemeal measures with limited effect.
Against this background, a couple of big corruption scandals broke out in Bulgaria, bringing the government up against serious challenges and disclosing an urgent need to take radical measures for counteraction of crime and corruption. In early 2008, the EU stopped the payments for some projects under the pre-accession programs ISPA, PHARE and SAPARD. This called for urgent endorsement by the government of a package of 16 measures for improving the absorption of EU funds. 

Along the lines of structural reforms and privatization, efforts to reform healthcare are being made (privatization of health institutions), however in the absence of a National Healthcare Strategy approved by the Council of Ministers. The lack of political decision on possible preferences for the medical personnel in the privatization of health institutions delays the final approval of amendments to the Privatization and Post-Privatization Control Act. 

A policy conductive of preserving the monopolistic position of the state in the energy sector is being pursued. Government’s intentions to set up an energy holding contribute for distortions in the competitive environment.
The Ministry of Transport announced willingness to propose amendments to the existing Concessions Act. In substance, amendments are aimed at granting concessions without a competition procedure. The amendment will allow state companies to establish joint ventures with partners approved by the Council of Ministers. The new companies will be granted the concessions by law, without a competition. 
The Ministry of Regional Development and Public Works also has proposals for amendments to the Concessions Act. They concern the opportunity to enter into concession contracts for beaches without concession analyses. Other proposals for amendments to this act include introduction of pre-investment study as a basis for granting of a concession, as well as unapealability in court of the selection of a concessionary made by the state or by the municipalities. This will make government and municipal actions less transparent and will be conductive of corruption.


Public finance generate stability
Public finance are characterized by stability and persistence of major trends established in previous periods. The tendency of accumulating growing budget surpluses towards curbing the balance of trade deficit, respectively the deficit in the current account of the balance of payments, which has been observed since 2002, persists. As of February 2008, the surplus stands at BGN 574.7 m. Revenues from Value Added Tax are most contributive of growth in revenues to the republican budget against February 2007. Second most contributive are revenues from excise duties, which are 43 per cent up on last year. In the expenditure group, capital expenditure registers the highest growth on February of last year – up 67.7 per cent. This growth is accounted for by the investment program for improvement of national infrastructure undertaken by the government. 

As of February 2008, government and government-guaranteed debt register decline in nominal terms against previous month levels. Decrease is accounted for mainly by payments on the debt. Total government debt continues downward, but at a slower pace in the past few years. On the other hand, gross foreign debt dynamics intensifies (since 2002), in particular in 2006 and 2007.  This trend is depended by increase in private foreign debt which is accounted for by external financing of foreign-owned companies, external financing of banks, deposits by foreigners, etc.
A number of important amendments related to taxes paid to the republican budget took effect in early 2008. Amendments to the Corporate Income Tax Act include: recalculation of monthly advance payments for 2008 Q1 on basis of previous year tax profit; exemption of small enterprises (with turnover up to BGN 200 thousand) from the obligation to make advance payments; lowering the tax rate on dividends and liquidation quotas from 7 to 5 per cent. These amendments are expected to accelerate return on investment and encourage investments in the economy. 
Amendments to the Personal Income Taxation Act introduce from 2008 proportional taxation of the income of physical persons (flat rate tax) with a constant rate for all tax payers which does not depend on the income amount. The rate for income from employment relations is 10 per cent. It replaces the progressive table for calculation of the tax amount. Some of the existing tax relieves and allowances are eliminated, for example for children and donations, while rebates for compulsory social security payments and Life Insurance are preserved. Proportional taxation will have beneficial effect on promotion of economic activity and encouraging of qualified labor. 
Amendments to the Local Taxes and Charges Act introduce a new local tax – patent tax which is transferred from the republican budget to the municipal budgets. 
2008 amendments to the Excise Duty Act are associated with higher excise duty rates for some fuels, coal, coke, electricity and cigarettes. This policy brings further the harmonization of Bulgarian to EU legislation. Amendments are in line with the schedule for changes of excise duty rates agreed with the European Commission. A World Bank report for 2006-2007 ranks Bulgaria first among 178 countries in terms of successfully implemented tax reforms. 

Social and health policy look for new formulas
The 2008 National Employment Action Plan envisages decrease of average unemployment to below 7 per cent.  Active labor market programs target four priority groups – young people, elderly people, uneducated and unqualified unemployed persons, and economically inactive persons. The government will spend BGN 190 m on their integration and expected outputs include jobs for 76 thousand people. A positive change is observed in the active measures approach – narrowed scope of inefficient subsidized employment programs and selective approach to less economically active groups. The symptoms of an “overheated” labor market are a major threat to the employment policy. In many sectors, qualified labor demand is higher than supply, and unemployed training services fail to create the necessary quality characteristics. This will probably slow down future growth in employment.

Coalition’s mid-term social security strategy envisages significant changes in the security burden distribution. The state will pay one-third of the total social security contribution amount, and the other two-thirds will be distributed equally between the insured persons and the insurers. Experts discuss an idea of a social security contribution rate of 10 per cent, payable by the insured person, the insurer, and the state. State participation with a fixed social security contribution rate aims to improve transparency of and confidence in the social security system. This objective is expected to be attained while preserving the basic parameters of the social security system. The government does not declare intentions for changes in the retirement age and the pension calculation formula. Narrow objectives do not give grounds to expect radical reforms with a lasting effect on social security system’s financial sustainability. At the same time, passing of the Act on Silver Fund, which is to accumulate a reserve for stabilizing the state pay-as-you-go pension system, is over a year behind time.  

Pension insurance funds are close to the upper limits for investments in corporate securities but their share in total Bulgarian capital market turnover remains negligible. There is a need to take further steps to liberalize the regulatory regime. 

Uncertainties about the health reform persist. Piecemeal measures are proposed in the absence of a comprehensive concept. Government’s updated health insurance program envisages demonopolization of the system. Private health insurance funds will receive as premium income a share of the compulsory health insurance contribution. Most of these funds do not have potential for their new functions. The 3 per cent supplementary health insurance contribution will become collectable in mid-2008 and will be accumulated in a special guarantee fund. The government plans to launch not later than early 2009 combined NHIF-private funds financing of basic health packages. Absence of necessary institutional and structural preconditions poses a risk of having this significant resource “frozen” for a longer period what is needed for a comprehensive structural reform of the healthcare sector. 


Environmental policy does not register any notable progress
In early 2008, Bulgarian companies got the chance to join actually the European Union Emissions Trading Scheme. Practice shows that neither executive bodies’ administrative capacity, nor enterprises’ preparedness are at a level which would allow to complete successfully the first National Harmful Emission Allowances Allocation Plan. While operators were faced with serious problems in reporting and verifying emissions from individual installations, MEW through EEA failed to create the necessary preconditions for launching of free allowances trading. Ultimately, the true purport of the European directive, which aims to encourage companies that invest in technological renovation and, consequently, pollute less, failed to be achieved. Following the adopted national mechanism for allocation of allowances to enterprises, companies, which fulfilled the procedural requirements, failed to realise profit from saved allowances, and companies, which failed to report emissions or did so without the required internationally recognized verification, would hardly manage to purchase the allowances they need on the international exchanges.  There is a need to make sound assessment and to adopt a well-coordinated program for preparing, training and supporting enterprises for their participation in the EU Emissions Trading Scheme before the next plan for the period 2008-2012 is drawn up. On the whole, such an approach will give advantage to Bulgaria, considering the changes in European Commission’s policy for the period after 2013.
The second focal point of environmental policy is the start given to the national mechanism for absorption of European structural funds through Environment Operational Program. To date, there are three operational lines for funding of water and waste infrastructure projects which have municipalities as main beneficiaries. The call for project proposals procedure is in its early stage yet, but preparedness for absorption of funds under the procedures which have been launched raises serious concerns. Business’ participation in the absorption of program funds will be depended by the capacity of local administrations. Transparency of project proposal evaluation procedures and of award procedures for implementation of project activities is a necessary condition for Bulgarian business to withstand the competition from European companies. 


Financial system improves further
The upward trend in money supply persists. Contributive of monetary aggregates’ dynamics are high economic growth and the inflow of foreign investment. The impression of sustainable and improving confidence of households and companies in the banking system is confirmed, as seen from further growth in deposits. 

In early 2008, interest rates on short- and long-term loans in BGN continue upward, while loans in EUR register slight slowdown. On the whole, upward trend’s slowdown and interest rates’ stabilization continue. Interest rates on demand deposits in EUR move further up while interest rates on deposits in BGN decrease. Following slight slowdown at end 2007, in early 2008 housing loans register an upward trend. In February 2008, BNB included new indicators in the scope of interest rates statistics. These include among others the annual percentage rate of charge on consumer and household loans which is the total cost of the loan to the borrower. By publishing this statistics, BNB fulfills a commitment it has as a member of the European System of Central Banks.

In February 2008, the banking system registers growth in terms of both attracted funds and banks’ capital. In the first two months of 2008, banking system’s profit is 31 per cent up on the same period of last year. This increase is attributable to growth in net interest income. On the whole, the share of bad debts of enterprises and households continued downward over the past year, but in early 2008 it took slight upward trend.
Leasing market expansion continues. Over the twelve months of 2007, growth in total financial and operational leasing stands at 83.1 per cent year-on-year. Financial leasing receivables account for a market share of 98 per cent.
BNB approved Ordinance amending and supplementing Ordinance No. 3 of BNB on Funds Transfers and Payment Systems. Amendments are aimed at transposing in Bulgarian legislation the requirements of Article 36 of Directive 2005/60/EC of the European Parliament and of the Council on the prevention of the use of the financial system for the purpose of money laundering and terrorist financing, and provide legal basis for implementation of Regulation (EC) No. 1781/2006 of the European Parliament and of the Council of 15 November 2006 on information on the payer accompanying transfers of funds. 

In April 2008, BNB approved new Ordinance No. 9 on the Evaluation and Classification of Risk Exposures of Banks and the Allocation of Provisions to Cover Credit Risk, as well as Ordinance amending and supplementing Ordinance No. 8 of BNB on Capital Adequacy of Credit Institutions. 


Competition in the insurance sector intensifies
The positive upward trend of income generated by the insurance system continues. In the first nine months of 2007, about 84 percent of income is generated by general insurance and the other 16 per cent are accounted for by life insurance policies. Growth on the same period of last year is 21 per cent for general insurance and 33 per cent for life insurance, or 23 per cent total for the insurance sector.
Most contributive of growth in income from life insurance are life insurance policies and rents. Interest in investment-linked life insurance policies has quickened and they register the highest growth in premium income at 55.9 per cent year-on-year. Concerning general insurance, the highest share of companies’ aggregated portfolio is accounted for by motor vehicle insurance – Motor Own Damage (46.8 per cent) and Third Party Liability for owners and drivers of motor vehicles (21 per cent), totaling 67.8 per cent of the premium income in the sector. Increasing popularity is gaining financial insurance – Credit Insurance and Financial Risk Insurance – Various Losses, which account for the highest growth in premium income year-on-year of 60.9 and 53.7 per cent respectively.  

Concentration in the sector decreases, both in life insurance and in general insurance. This trend indicates scaling up competition, depended by expanded scope of business of some existing companies and entry of new actors in the Bulgarian market. The share of the top four life insurance companies scales down to 68 per cent at end November 2007 against 73 per cent a year earlier. The relative share of the top four general insurance companies scales down to 54 per cent of premium income. 

In 2008, work on alignment of the Insurance Code with European legislation continues. In March, FSC approved on first reading draft Ordinance amending and supplementing Ordinance No. 30/19.07.2006 on the requirements to the form and content of financial statements, fact-sheets, reports and attachments of insurers and health insurance companies. Submittable fact-sheets are modified and three new fact-sheets are introduced to comply with the need to unify the information collected by all member states of the European Union and of the European Economic Area.


Capital market went through expected crisis  
The past 2007 was reported as the most successful year for Bulgarian capital market development, but the market adjustment, which began at year end, intensified in 2008 Q1. This prejudices the chance of new record-breaking values in 2008 of the indexes and liquidity coefficients characterizing the local market. In Q1, SOFIX backed down by about 30 per cent, registering the most serious fall since its calculation started in 2000. Average annual turnover of BGN 30 m for 2007 went down to BGN 12 m. Market capitalization sank to BGN 22.8 b, accounting for 40.41 per cent of Bulgaria’s gross domestic product against about 53 per cent at end 2007. 

Many factors and circumstances could be pointed out as positive drivers of the local crisis, but truth probably lies in their combined influence. First, the global financial crisis, which broke out, made many foreign investors close their positions in the country to prevent future losses and to cover losses already incurred abroad. Many investors interpreted this as a signal to sell and thus, even with minimum traded volumes prices registered strong continuous fall. Low volumes accompanied by minimum decrease in the number of executed transactions showed exactly that market adjustment was largely depended by actions of individual investors. This in turn resulted in inadequate assessment of companies by many people even after the good financial results for 2007 were published. 

Market adjustment is also a proof of the overvaluation of many local companies – a hot discussion theme at end 2007. The most important thing now is to identify the mechanisms for curbing crisis aggravation and further stock exchange falls. First, market actors should be able to assess properly the growth and profit opportunities of companies. Second, financial shocks like those in the USA and Western Europe should not be allowed, despite that fundamental preconditions for such shocks do not exist. Third, opportunities to introduce new instruments should be sought, in particular certificates and variants on other local market securities and assets. These instruments are a means to improve liquidity; they open up new investment opportunities against non-professional actors and can be traded without changing the existing infrastructure.


Energy sector opens up big investment opportunities but remains highly monopolized and non-transparent.
SEWRC approved notably lower increase of natural gas prices than requested by Bulgargas. From April 2008 the price is augmented by 13.25 per cent. The blue fuel price limit moves up from BGN 365.10 to BGN 413.47 per 1 000 cubic meters, exclusive of VAT. April marks also higher purchasing prices of energy generated from renewable energy sources – the price of electricity generated by small hydro-power plants with capacities of up to 10 megawatts will increas by 14 per cent, from 8.519 stotinki to 9.712 stotinki per kilowatt-hour, exclusive of VAT. To compare, energy generated by Kozloduy NPP is purchased at a twice lower price (4.6 stotinki per kilowatt-hour). Wind energy prices are expected to increase most. The purchase price for electricity generated by small power plants with capacity below 800 kilowatts moves up by almost 17 per cent from 12 stotinki to 13.996 stotinki/kilowatt-hour. Prices of energy generated by new wind power plants put into operation after 1 January 2007 and working up to 2250 hours per year will be increased by 6.3 per cent from 17.5 stotinki to 18.595 stotinki/kilowatt-hour. The price of energy generated by big wind power parks will be augmented by 7.6 per cent, from 15.6 stotinki to 16.79 stotinki/kilowatt-hour. The price of energy generated by solar modules will remain unchanged at 78.2 stotinki/kilowatt-hour.
An investor is wanted for building of a new 600 mega-watt capacity in Maritza-Iztok Complex. He will have to enter into a long-term contract with the mines. In a technological and financial aspect the investor will have to offer high-performance coal burning technology, have EUR 750 m of turnover in the past 5 years and 1000 mega-watts of installed capacity for the same period. Till April 2008, AES, RWE and E.on have declared interest.

Bulgarian Energy Holding (BEH) is established towards improving Bulgarian energy sector’s competitiveness on the European market. BEH will consolidate Maritza-Iztok Mines, Maritza-Iztok 2 TPP, Kozloduy NPP, NEK, and Bulgargas. Total value of their assets is estimated at EUR 4 b and annual income is projected at EUR 1.8 b. According to project’s consultant Deloitte Bulgaria, the holding consolidation will: bring Bulgaria’s energy sector to a higher competitive level, ensure independence in electricity pricing and more efficient implementation of strategic energy projects.

The opportunities to construct a new steam gas unit in Varna TPP are being studied, but this is still at the level of intention declared by the owner – the Czech CEZ. Investment’s value and profitability are to be assessed yet.

Discussions on a variant to grant units 3 and 4 of Kozloduy NPP on concession continue – what opportunities has Kozloduy NPP’s management and whether the concessionary has a chance to solve the problem with the negative position of many EU Member States on the operation of these units.

Transport sector fails to realize its potential yet 
Transport Operational Program with a budget of over EUR 2 b was signed at end 2007 in Brussels. It opens up opportunities for building of a balanced and sustainable transport system of national, cross-border and European importance; integration of the national transport system into the European Union Transport Network, and achievement of balance between different modes of transport. Despite the problems with EU funds, the Transport Operational Program has not been terminated. It has the biggest budget of all seven Bulgarian programs to be financed from European funds.
Danube Bridge 2, amounting to EUR 236 m, is among the biggest and most complex infrastructure projects implemented by the Ministry of Transport. Construction of a combined (road and railway) bridge over the Danube connecting the towns of Vidin (Bulgaria) and Calafat (Romania) is about to start following over 10 years of preparatory efforts. Work on the project “Plovdiv – Svilengrad – Turkish/Greek Border Railway Reconstruction and Electrification” amounting to a total of EUR 340 m has started, but delay is reported on both project phases (Krumovo – Parvomai and Parvomai – Svilengrad – Turkish/Greek Border). In 2007, the main project for reconstruction, development and enlargement of Sofia Airport was completed, following many delays and scandals. However, a lot of finishing works are yet to be implemented. Technical assistance finance is available from European funds for the modernization of Sofia – Plovdiv, Vidin – Sofia, and Mezdra – Gorna Oriahovitsa railways. The government gave green light to the concession on Trakia Highway despite European Commission’s reservations. Concessionaries may well withdraw and thus over 5 years will be lost for the construction of the highway. Announcement of the tender procedure for construction of Struma Highway (137 km) and Martiza Highway (67 km) is pending in early 2008; for Hemus Highway, building contract is pending for the section Sofia Ring – Yana Railway Station. Implementation of works on Ljulin Highway and Cherno More Highway is delayed. Only 10 out of the 103 km of Cherno More Highway planned for construction have been completed, while the construction of this highway was scheduled for implementation as a pilot public-private partnership project.
Four of the nine lots of Transit Roads IV Project with total length of 124.5 km were completed in 2007. A loan agreement with the European Investment Bank took effect in March 2008. The contract provides for construction or rehabilitation of 1517 kilometres of roads within Transit Roads V Project. 
The railway transport crisis has not been overcome despite companies’ restructuring. Number of carried passengers is down by 1.2 per cent, and carried cargo decreased by 4.7 per cent. On one hand, there is shortage of cargo wagons, and on the other, it is in the cargo sector that competition emerges – two private cargo carriers have been licensed. 

Despite the favourable results of the inspection carried out at end 2007 by EASA, the safeguard clause on Bulgarian air transport has not been lifted. Thus, our air carriers cannot benefit from the European Union – USA Open Sky Agreement, which took effect in early January 2008. Important documents on guaranteeing air transport security were approved in early 2008 – National Civil Aviation Security Program and National Civil Aviation Security Training Program. We expect the European Commission to lift the safeguard clause on Bulgarian aviation because the Bulgarian side has made every effort to fulfil European requirements  for safety and for removal of all irregularities identified in the critical notes when the safeguard measures in the field were invoked.

In late March, there was exchange of notes for the legalization of a loan to be extended by Japan to Bulgaria for construction of container terminals in Varna and Burgas ports. The loan of almost EUR 230 m is extended within Japan’s Official Development Assistance (ODA) program. The new project will improve notably Bulgaria’s competitiveness, and intensified transport flows through the country will help it to benefit better from its strategic geographical location.
Construction and real estate – an absolute leader
Growth in the sector will continue at 12-15 per cent year-on-year for at least another 4-5 years, despite the high indebtedness and risk of bankruptcy of construction companies. There is strong competition, shortage of qualified labor, financial problems and impeded access to foreign sources of finance. In March 2008, the business climate in construction indicator remains 4.9 per cent up on January values, show NSI and BIA data. Building contractors assess present economic conjuncture as more favorable and their anticipations for the next months shift from optimistic to more moderate.
Investment in construction accounts for 42 per cent of total investment in Bulgaria. Higher activity is expected in industrial and logistics sites, as well as in shopping and entertainment centres.  

In the first months of 2008, housing demand remains high. Prices will continue upward but at more moderate pace against last year. Growth in the purchase of holiday properties in the Black Sea and mountain resorts is expected to slow down.

Interest rates on mortgage loans move up. Banks revise to the negative loan extending conditions and require for the quality of buildings to be proved.  

Considering office and industrial space, demand is again a step forward over supply. A shift of demand from town centres to suburbs of big cities and areas close to large roads is registered. Expected decrease of rent prices will become a fact in early 2009 when some big projects will be completed.

The Law on the Structure of the Black Sea Coast took effect in early January 2008. Orders for taking down illegal construction in many Black Sea resorts have been issued. The parliamentary legal commission brought the Condominium Property Act back to the level of setting up a working group, which means that passing of the law will be delayed by at least three months. Disputable remain the issues concerning the infrastructure around the housing property, the role of the municipality, and incentives, including tax ones and garbage collection fee exemption.   

High technology and communications remain in the sphere of strategies and legislation
The first quarter of 2008 brought new government commitments in the area of information and communication technology, declared with two documents of material national importance – draft National Program for Accelerated Development of Information Society in Republic of Bulgaria, 2008-2010, and Analysis of ICT Innovative Development Opportunities. They contain guidelines and recommendations on improving the use and development of ICT and the opportunities for maximum use of ICT for innovations and for enhancing the competitiveness of companies and the standard of living. Support for the sector will be ensured also through the future National Centre for Development of Information and Communication Technology and Microelectronics, which will be a place for accumulating innovative ideas and solutions in the field. 
Following some years of discussion and waiting, the mobile number portability is already a fact. Since mid-April, the three mobile operators in Bulgaria are providing the mobile number portability service, which means that any user can change the provider and keep his or her number.

The first in Southeast Europe and second in Europe IPv6 laboratory was opened in Sofia. It will provide open environment for testing of solutions, network settings and applications based on the new generation Internet protocol known as IPv6.

Tourism heads for stagnation 
In 2007, the number of foreign tourists visiting Bulgaria went above 4 m people, 7 per cent up on 2006. Over 70 per cent of tourists come from the EU, mainly from Romania, Greece, Germany, United Kingdom, Sweden, Finland, etc. In 2007, revenues from tourism are 11 per cent up on 2006 to EUR 2.3 b. In 2008, revenues from tourism are projected at about EUR 3 b.
Despite the higher number of foreign tourists, the Bulgarian tourist sector is about to take a trend of stagnated development, depended in the first place by excessive construction in sea and some mountain resorts, low service quality, shortage of qualified staff, lack of attractive advertising of Bulgaria as a tourist destination. 

Prospects for the coming summer season are not very optimistic either, as seen from foreign tourists’ bookings of Black Sea holidays. Some major markets of the Bulgarian tourist industry are in a retreat, others stand at last-year levels. The German market is expected to register minimum growth on 2007. The number of UK tourists is expected to fall and most notable will be the drop in the number of Scandinavian tourists. Bookings from Russia sound optimistic with projected growth of 20 per cent. In all probability, however, they will not compensate the decline in major tourist markets. 

In 2007, Bulgarian nationals made total 4 514 547 travels abroad, 8 per cent up on 2006. Turkey, Greece and Macedonia remain the most visited countries. Interest in more distant and exotic destinations has increased in the past few years. Bulgarians spending their holidays in the country are shifting their priorities to spa resorts, rural and eco tourism.

Active discussions on the Tourism Development Strategy started in early 2008. This is a long awaited document. Major strategy priorities include: infrastructure building, using energy saving technology, improving human resource quality, diversifying the tourist product and improving its quality; better inter-institutional coordination; developing public-private partnership. The strategy is pending approval by the Council of Ministers. 

Amendments to hotel categorization regulations are being discussed as well. The plan is to introduce fixed-term and not permanent categorization. According to experts, this will guarantee better quality of the services offered in Bulgarian hotels.

Sector workers insist on an entirely new Tourism Act, which reflects better the current situation and problems in the sector.


Agriculture can overcome last year crisis 
In the past year, the serious changes, which affected agriculture globally, resulted in record-high appreciation of foods. There are many reasons: increased consumption in China and India; changed consumer habits; climate changes; increased bio-fuel production; speculative investments on international markets; underinvestment in production improvement and development. In these circumstances, development perspectives of the national agrarian sector are assessed as exceptionally good. For the time present, however, Bulgarian agriculture remains under the strong influence of the notable slowdown of production in 2007, which resulted in lower relative share of the sector in GDP and GVA at 5.1 and 6.2 per cent respectively for 2007 against the stable total economic growth. It caused unusual decline in exports and upswing of imports and, which liquidated the previous trend of positive balance of trade in the sector. In 2008 Q1, the share of agriculture is expected to move down to 3.5 per cent of GDP and 4.5 per cent of GVA respectively. So far, weather conditions are favourable and crops are in good condition, promising higher yields against last year. Besides, agricultural producers have already received the first European subsidies, which they will probably use to renovate obsolete machines, improve the organization of production buyout, revive destroyed irrigated agriculture, and restructure production to make it more efficient.
Regional policy and European funds remain under scrutiny by the European Commission 
As an EU member, Bulgaria began to implement energetically the new cohesion policy of the Union which is crucial for the accelerated integration of regions. A new act will provide a basis for successful regional policy implementation. In February 2008, the government introduced in the National Assembly the Regional Development Bill. It sets out new borders of the planning regions in compliance with EU requirements for population number and density. The new act will improve regional coordination in the absorption of European funds and will make it possible to put in place an adequate information system for monitoring and preparing higher quality analyses of the regions.
Work on drafting, approval and evaluation of projects under different priorities of operational programs continued in early 2008. All priorities of Operational Program Regional Development are expected to be triggered by mid 2008. The Flag Fund which is an important instrument in support of Bulgarian municipalities is expected to become operational by June. The Fund will have available EUR 100 m, including 30 m from the state budget and 70 m of EBRD loan.

The funds under some pre-accession instruments (PHARE, ISPA) were frozen in early 2008 on account of serious weaknesses in the management procedure. EC sent the Bulgarian government a report highlighting many shortcomings permitted by Bulgarian managing authorities. This called for urgent corrective measures by the government to remedy irregularities which could spill over and influence the process of absorption of resources from the EU Structural Funds and Cohesion Fund.
� Source: NSI, National Accounts, 17 March 2008. GDP quarterly survey results are preliminary estimates. They are based on available monthly and quarterly statistical and administrative data and are updated annually (within 15 months after the end of the review year) using data from the annual comprehensive economic statistics surveys, as well as updated administrative information. 2006 preliminary estimates, as well 2007 Q1, Q2 and Q3 data have been revised on basis of annual information. Revised 2006 data indicate slightly higher GDP growth for this year against preliminary estimates (up from 6.1 to 6.3 per cent). On the supply side, most significant is the adjustment of growth in industry (up from 6.1 to 7.1 per cent) and on the demand side – the adjustment of growth in individual consumption (up from 7.1 to 8.5 per cent) and investment (down from 17.6 to 14.7 per cent).
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